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SUBJECT: Refundable Credit/Qualified Wages and Sal aries Paid for Production of or
Musi cal Scoring for Qualified Tel evision Programor Mtion Picture

DEPARTMENT AMENDMENTS ACCEPTED. Amendments reflect suggestions of previous analysis of bill as introduced/amended

X AMENDMENTS IMPACT REVENUE. A new revenue estimate is provided.
AMENDMENTS DID NOT RESOLVE THE DEPARTMENT’S CONCERNS stated in the previous analysis of hill as

introduced/amended
X FURTHER AMENDMENTS NECESSARY .
X DEPARTMENT POSITION CHANGED TO _ Pending .
X REMAINDER OF PREVIOUS ANALYSIS OF BILL ASINTRODUCED _ February 11, 1999, AND ASAMENDED __ May 28, 1999,

STILL APPLY.

X OTHER - See comments below.

SUMVARY OF BILL

Under the Personal Incone Tax Law (PITL) and the Bank and Corporation Tax Law
(B&CTL), this bill would provide a refundable credit equal to 10% of qualified
wages and sal aries paid to enpl oyees and contractors, who are California
residents, retained by the taxpayer in connection with the production of or

musi cal scoring for a television programor notion picture for which at |east 75%
of the total production |abor costs or principal photography occur in California.

This bill also would require the department to report annually to the Legislature
on the total anpunt of credits clained under the bill and would require the

Enpl oynent Devel opnment Departnent (EDD) to report annually to the Legislature
enpl oyment data for Standard Industrial Cassification Code 781 (relating to
nmotion picture and vi deotape production). The provisions regarding EDD are not

di scussed in this anal ysis.

SUMVARY OF AMENDMENT

The July 1, 1999, anendnents made the credit refundabl e and changed the sunset
date from January 1, 2001, to January 1, 2005. |In addition, the amendnments woul d
allowthe credit for qualified wages and salaries paid in connection w th nusica
scoring for a television programor notion picture and would limt the credit to
only those wages paid to enpl oyees and contractors who are residents of
California. The anendnents elimnated the requirenment that the production occur
entirely in California and instead would require that at |east 75%of the tota
production | abor costs or principal photography occur in this state. Finally,

t he anendnents define “qualified wages and salaries” and “qualified notion
picture or qualified television program” As part of these definitions,
qgual i fi ed wages and salaries paid in connection with nusical scoring sessions
woul d not need to be paid in relation to a qualified television program or
qualified notion picture, but would be limted annually to $1.5 million for a

si ngl e taxpayer
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The July 1, 1999, anendnents would resolve the first policy consideration and all
of the inplenentation considerations addressed in the departnent’s anal ysis of
the bill as anended May 28, 1999. However, the anendnents raise additional
policy, inplenmentation, and technical considerations. The remaining two policy
consi derations and the new policy, inplenmentation, and technical considerations
are included bel ow.

Except for the itens discussed in this analysis and the inplenentation and policy
consi derations that were resolved, the departnent’s analyses of the bill as
i ntroduced February 11, 1999, and as anmended May 28, 1999, still apply.

SPECI FI C FI NDI NGS

This bill would provide a refundable credit equal to 10% of qualified wages and
sal aries paid to enpl oyees and contractors hired on or after January 1, 2000, who
are California residents, retained by the taxpayer in connection with the
production of or musical scoring for a television programor notion picture for
which at | east 75% of the total production |abor costs or principal photography
occur in California.

Wth respect to musical scoring sessions, qualified wages may be paid for a

tel evision programor notion picture, regardl ess of whether that programis a
qualified television programor qualified notion picture and are limted to $1.5
mllion per taxpayer.

This bill would exclude fromthe definition of “qualified wages” any of the
fol | owi ng:
1. Any portion of wages or salary paid that exceeds the | esser of:
A. Twice union scale or $23 per hour but not |ess than $300 per day.
B. $7,000 per week.
2. Any legal or accounting fees
3. Any fees or wages paid to nanagers, agents, or producers.

4. Any cost arising fromnew use, reuse, clip use, licensing, secondary markets,
del ayed or residual conpensation, or creation of ancillary products, such as
t oys.

5. Any fee paid to a conposer, songwiter, or nusic supervisor.

6. Any cost related to conputer generated i magery, special digital or optica
effects, or any related technol ogi cal processing.

7. Any costs related to acquisition, devel opnent, turnaround, or any rights
t hereto.

8. Any marketing, pronotional, or distribution costs.

This bill would define “qualified notion picture or qualified television picture”
as any of the follow ng:

Movi e of the week.

M ni seri es.

Dramati c show or pilot of a dramatic show.

Conmercial of two minutes or less with a total budget of $500,000 or nore.
Motion picture rated by the Motion Picture Association of Anerica.

Cartoon ani mation

ook whE
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This bill also would require the departnment to report annually to the Legislature
on the total anpunt of credits clained under the bill and would require the

Enpl oynent Devel opnment Departnment (EDD) to report annually to the Legislature
enpl oyment data for Standard Industrial Cassification Code 781 (relating to
nmotion picture and vi deotape production). The provisions regarding EDD are not
di scussed in this anal ysis.

PCLI CY CONSI DERATI ONS

This bill would raise the follow ng policy considerations.

1. This bill would define qualified wages as only those paid to an enpl oyee or
contractor who is a California resident. A requirenment that an enpl oyee reside
in California may be subject to constitutional chall enge under the Comrerce
O ause of the United States Constitution. A different nmethod m ght require
t hat enpl oyees be enployed in California for the enployer to claimthe credit.

2. This bill generally would limt the credit to only wages and salaries paid in
connection with a “qualified television programor qualified notion picture.”
However, this bill would not tie wages and salaries paid for nusical scoring

sessions to a qualified tel evision programor notion picture. Thus, wages and
sal aries paid for any nusical scoring session that involves 25 or nore
instrunentalists would qualify. However, the bill would Iimt qualified wages
for musical scoring sessions to $1.5 million for an single taxpayer in any
taxabl e or incone year.

3. Conflicting tax policies cone into play whenever a credit is provided for an
expense itemfor which preferential treatnent already is allowed in the form of
an expense deduction or depreciation deduction. This bill would have the
effect of providing a double benefit for deductible wages and salaries. On the
ot her hand, making an adjustnment to limt deductions or reduce basis in order
to elimnate the doubl e benefit creates a state and federal difference, which
is contrary to the state’s general federal conformty policy.

4. Under this bill, if taxpayers elect to take this credit, it would be in lieu of
any other credit allowed for the sane costs. However, recent |egislation has
repl aced | anguage requiring taxpayers to nmake an el ection for those
expenditures with a provision limting the taxpayer to only one credit with
respect to qualified expenditures. This change allows taxpayers to nmake the
choi ce of which credit to take on either the original or an amended return
Thi s change was nmade because the requirenment for an election, as provided under
this bill, was too restrictive. Wen an election is required, once nade, it is
bi ndi ng and generally cannot be revoked. 1In addition, with an el ection
provision, the failure to make an el ection generally constitutes an el ection
out of the provision and this “non-election” is binding.

| MPLEMENTATI ON CONSI DERATI ONS

This bill raises the follow ng inplenentation considerations:

1. The provisions regardi ng wages and salaries that are not included in
“qualified wages and sal aries” are unclear. The bill states wages and
salaries would not qualify to the extent they exceed the | esser of tw ce union
scal e or $23 per hour, but not less than $300 per day, or $7,000 per week.
Thi s provision | eaves uncl ear how and when each of the given pay scal es woul d
interact as limts on the others. Since the three different Iimting factors
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apparently are intended to apply to different classifications of enployees,
nore detail should be provided to clarify the intended results. For exanple,
it is unclear how $7,000 could be a limting factor, when $23 an hour and $300
a day are less than that anount.

This bill |eaves uncl ear whet her taxpayers that are pass-through entities
(partnerships, limted liability conpanies, and S corporations) could claim
the credit and receive the refund, or whether the entity nust pass through the
entire credit to the investors (partners and sharehol ders), or whether FTB
woul d be required to refund the credit anount in some fashion to both the
entity and the investors. Moreover, it is unclear whether, in the case of a
pass-through entity, both the entity and the investors would receive the ful
credit amount. For ease of inplenentation, this bill should specify that the
entire credit anmount shall be refunded to the entity that incurred the
qgual i fi ed wages.

It could be quite difficult for enployers to know the “residence” of enpl oyees
or contractors.

Al t hough previously raised i npl ementati on concerns have been addressed, the
definitions provided to address these concerns use terns and phrases that
appear to be industry-specific ternms that have no unanbi guous definition under
the law, e.g. “newuse,” “reuse,” “clip use,” “del ayed or residual
compensation,” “turnaround,” etc. If there’'s a “dictionary” of notion picture
i ndustry terns, it mght be helpful to identify a source for these terns.

This bill provides no guidance as to whether the refundable credit would be
allowed to reduce alternative mnimmtax and the $800 m ni num franchi se tax
to zero. GCenerally, credits cannot reduce these amounts. The | ack of

gui dance coul d cause di sputes between taxpayers and the departnent.

Al though this bill provides that the anpbunt of credit that exceeds tax
liability, after all other credits have been subtracted, would be refunded,
this bill does not nodify the hierarchy of PITL or B&CTL tax credits (Sections
17039 and 23036), thus the order in which credits would be applied before this
credit would be refunded is unclear.

TECHNI CAL CONSI DERATI ONS

This bill raises the follow ng technical considerations:

1.

The | anguage adding the definition of “qualified wages and sal ari es” provides
that wages can qualify even if paid to a personal service corporation or a

| oan-out conpany. The credit |anguage in subdivision (a) refers to “qualified
wages and sal aries paid to enpl oyees and contractors retai ned by the taxpayer
in connection with. . . .7 Reading these two provisions together, it is
arguabl e that a | oan-out company that provi des enpl oyees or contractors to the
actual production conpany may be properly treated as having “retai ned” those
enpl oyees or contractors “in connection with” the production or nusical
scoring session, with the result that both the actual production conpany AND

t he | oan-out conpany would EACH be entitled to claimthis credit wth respect
to the qualified wages paid (since the credit for the production conpany woul d
be based on the ampunts paid to the | oan-out conpany, even if those anounts
are not “wages” within the nmeaning of the Unenpl oynment Insurance Code).
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2.

The limtation clause (iv) of subparagraph (B) of paragraph (1) of subdivision
(b) on the maxi mum anount of “qualified wages and sal ari es” per taxpayer nmay
be unclear as to what happens with respect to wages paid or incurred that are
not qualified in the taxable or income year paid. For exanple, could any
wages exceeding the $1.5 mllion limtation be treated as qualified wages in
the ensuing taxable or inconme year. Language clarifying the author's intent
on this uncertainty would avoi d di sputes between taxpayers and the departnent.

I n subclauses (1) and (I1) of clause (iv) of subparagraph (B) of paragraph (1)
of subdivision (b), dollar anmpbunts are used to limt the anount of qualified
wages. It is not clear whether the author intends to index these amounts for
inflation.

Subpar agraph (A) of paragraph (2) of subdivision (b), requires that a m ni nmum
percentage of the total production |abor costs be “incurred in California” in
order for those costs to qualify for this credit. The use of the term
“incurred” in this context may indicate a contractual interpretation of that
term rather than a tax law interpretation, which would nmean, for exanple,
that if a contract for production | abor was executed in California, even if
the services are to be performed outside California, the contract m ght be
treated as having satisfied the “incurred in California” standard. It would
be better if the amounts in question are required to be treated either as
California wages under the U C or subject to California tax in the case of
contract paynents.

The term “excess” as used in paragraph (1) of subdivision (f) is unclear
because of its placenent AFTER the “mnus other credits” phrase. It is

uncl ear whether the excess also includes the other credits that are limted by
the tentative mnimumtax. |If the term“mnus” were replaced by “net of,” and
the punctuation (commas in particular) were altered, this issue could be
clarified, assum ng the author only wants the excess unused wage credit to be
ref undabl e.

FI SCAL | MPACT

Depart nental Costs

Establ i shing a refundable credit would significantly inpact the departnment’s
prograns and operations since a refundable credit has not existed since the
suspension of the refundable renter’s credit in 1993, and the departnent has
never adm nistered a refundabl e bank and corporation tax credit. Assum ng
that the refund of credits can be handled at the entity level, staff
prelimnarily estimtes that the order of nagnitude of the departnenta

costs would be as shown in the follow ng table:

Franchi se Tax Board
Order of Magnitude Departmnental Costs

1999/ 00 2000/ 01
Per sonal Serv[ces (apprOX|nate[y 10 personnel 580, 000 133, 000

years in first year, 2 ongoing)
Operati ng Expense and Equi prent 85, 000 21, 000
Depart nent al over head 53, 000 12, 000
Tot al $718, 000 $154, 000
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Tax Revenue Esti mate

The revenue inpact of this bill is estimated to be as shown in the foll ow ng
t abl e:

Revenue | npact of AB 358, As Amended July 1, 1999
Assunmed Enacted after June 30, 1999
$ MIlions
1999-0 2000-1 2001-2 2002- 03
-$3 -$49 -$132 -$176

This anal ysis does not consider the possible changes in enpl oynent, personal
i ncone, or gross state product that could result fromthis measure.

Tax Revenue Di scussi on

The revenue inpact of this refundable credit would depend on the anpunt of
qualified wages paid and the tax liabilities of enployers claimng this
credit.

An estimate for the anount of wages that would qualify under this bill was
provided to the departnment by the Filmand Tel evision Action Conmittee
(FTAC). For the year 1998, FTAC estimates that qualified wages

approxi mately woul d be $1,429 million, about 12% of the wages paid to
California enployees in Standard Industry Cassification (SIC) code 781
(Motion Picture and Video tape Production).

Data provi ded by the California Enpl oynent Devel opment Departnent (EDD)
reveal s that the average annual growth rate of average weekly wages in SIC
code 78 was 6.6% for the period 1995 through 1998. This growth rate was
used for projecting qualified costs for the out years of this bill. This
amount was further discounted to account for the requirenent that qualified
wages could be paid only to enployees or contractors hired on or after
January 1, 2000.

The revenue | oss for 2000, the first taxable or income year, is projected to
be $65 mllion as foll ows:

$1,624 mllion qualified wages in taxable and incone year 2000 * 40%
adj ustment * 10%credit rate = $65 m|.

While the total qualified wages for taxable and incone 2000 is projected to
be $1,624, many of the enpl oyees woul d have been hired prior to 2000, and
thus would not qualify for the credit. It was estimted that only 40% of
wages woul d be paid to enpl oyees hired after January 1, 2000. This estimate
was derived fromtwo considerations. First, it was assuned that 20% of
qgual i fi ed wages woul d be for ongoing projects — in particular, continuing
television series. Second, it was assunmed that of the new projects, 50% of
t he wages woul d have been paid to enpl oyees who were hired in 1999. Thus,
for the 80% of wages paid for projects that are not continuing television
series, only 50% would be paid to enpl oyees hired after January 1, 2000.
(0.80 * 0.50 = 0.40). For taxable and incone year 2001, all of the wages
paid for new projects would be paid to enployees hired after
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January 1, 2000. It was assumed that a small portion of wages, 4% would be
pai d for ongoing projects for which enpl oyees had been hired prior to
January 1, 2000. The 4% exclusion figure drops to approximately zero by the
year 2003.

BOARD PCSI TI ON

Pendi ng.

At its March 23, 1999, neeting, the Franchise Tax Board voted 2-0 to take a
neutral position on this bill as introduced. The Franchise Tax Board's position
for the bill as anended July 1, 1999, is pending.



